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1 PROCEEDINGS

2 (Transcript follows in sequence from Volume 14.)

3 DON WOOD

4 having been called as a witness on behalf of MCI and AT&T, and

5 being duly sworn, continues his testimony as follows:

6 CONTINUED CROSS EXAMINATION

7 BY MR. FUHR:

8 Q The image of a model with 1 million cells is sort

9 of a daunting constant when you think of 300 or 400 different

10 input values. But some of these cells are not simply a number,

11 but rather a formula; correct?

12 A That's right.

13 Q And would you - strike that. Is it your

14 understanding that there are more than 5,000 cells in this

15 model that consist of some form of mathematical formula that

16 defines that cell?

17 A Yeah. I think -I don't know the exact number.

18 think it is between five aOO6,000. There are a lot of them.

19 Q And has AT&T - or Hatfield & Associates disclosed

20 and made pUblicly available all those 5,000 models or 5,000

21 formUlas?

22 A To my knowledge they have. Again, if _. you know,

23 those may be situations where there is _. that's _. you may not

24 have the option as a reviewer of the model to change those

25 calculations. You have the option to see them.
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1 a Are you able to quantify what the rest of the data

2 is. or when you say "most of the data is data that cannot be

3 changed," are you able to put an order of magnitude on that?

4 A Well it's - we're talking about 400 user

5 definables, which are the ones that should be user definable.

6 Those are the key assumptions to the model. They determine

7 whether it's right or wrong. Some of those change state by

8 state. Some don't.

9 To the extent that there are a million more cells

10 out there, five or 6,000 which are calculations, really

11 everything that's left over.

12 Q It's a mathematical difference of those numbers?

13 A I'm sorry? It's a very big number. It's hundreds

14 of thousands.

15 a Who made the judgment as to which of the inputs

1S were ones that could be adjusted by the user and which ones

17 would be hard wired or in some manner made nonadjustable by the

18 user?

19 A I don't know what individual would have made that

20 decision. I have talked it over certainly with Dr. Mercer, and

21 it's my understanding the decision was made just on the type of

22 logic that I've described to you.

23 There is a lot of raw data here that's census data,

24 USGS data that shouldn't be changed by anyone reviewing the

25 model. That's not the data that's at dispute here.
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is going to matter. Cost of capital is going to matter. The

2 variable overhead factor is going to matter; taxes, let's see,

3 network operations, NID, feeder fill, distribution fill,

4 distribution structure. distribution installation, copper

5 feeder structure, copper feeder installation, fiber feeder

6 structure, fiber feeder installation, drop NID internal

7 investment assumptions. structure factor shares related to

8 telephone, serving area interface investment, digital loop

9 carrier investment, and I believe that's all.

10 Now I - what I - let me be clear. What I'm

11 giving you here are the categories as I've written them down as

12 a guide to the document. There may be within each of those

13 categories I gave you a number of different specific inputs

14 that makes that list much longer. But that's the overview.

15 a With respect to those inputs. how many of those

16 values have been drawn specifically from the Florida GTE

17 market?

18 A I·· well we will have to go back through.

19 a Let me approach it this way. Can you identify any

20 of those inputs that contain values that were derived

21 specifically from the GTE Florida market?

22 A No. As I desaibed to you before. these are ••

23 national defaults were used unless there was a reason to change

24 them. And there weren't any reasons that were identified. Now

25 the loop costs are in fact Florida GTE specific for a number of
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1 the -- how much is material and how much is labor, labor is

2 certainly a significant cost of -- a pole, for example. It

3 costs at least as much to put a pole in place as it costs you

4 to buy the pole in the first place.

5 But then when we start aggregating these costs

6 together and look at that total loop cost number, labor is a

7 much, much smaller component of that cost.

a a And the model assumes that the labor component cost

9 is the same in every state; correct? It just uses a national

10 number?

11 A It uses the national numbers which could be varied

12 if there were an instance where there were a reason to show

13 that labor costs in a certain region of the country were higher

14 than the national average.

15 Q And the same is true with respect to the material

16 or structural component: correct?

17 A That's right. The materials are -- I think the

18 material assumption is quite defensible, because most

19 companies, including GTE, have national purchasing operations.

20 You're going to buy lots of poles. and you're going to use the

21 fad that you're a national company to give yourself some

22 buying power when you do that.

23 Q All right. One of the other variables I think you

24 said was an important one was depreciation?

25 A That's important, yes.
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1 not an opening of a trench and a closing of a trench. It's-

2 I don't know what the engineering term would be -- sticking it

3 down there directly comes to mind, but it's not necessarily a

4 trenching process. And I think this is actually much cheaper

5 than opening and closing.a trench.

6 a But the Hatfield documentation assumes that there is

7 going to be trenching costs of $45 per foot; is that correct?

8 A That's right. And to the extent that there is a

9 cheaper way to do it, there is some overstatement of costs

10 here.

11 Q Now by using a structure factor .33 then, there's only

12 $15 per foot for trenching attributed to telephone service; is

13 that correct?

14 A If' understand your question correctly, you're right.

15 Actually no one has asked it quite that way before. Let me

16 think about that for a minute. Yes, the answer is yes.

17 a But the LEe presumably spent $45 per foot for

18 trenching, so who's paying the other $30?

19 A Well, actually, the middle assumption is the one that

20 may not be right and, that is, when you look at areas that are

21 being developed - And I happen to be living in the middle of a

22 construction zone, so I'm seeing some of this stuff. You're

23 seeing trenches opened and three or four utilities actually

24 coming out and using that. And it's probably not even any of

25 the one of the three utilities that's digging the trench. What
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1 I've seen are subcontractors digging a trench, utilities making

2 use of it jointly, they're coordinating their efforts as they

3 put their facilities in place to save money. And as the

4 incentive to save money increases, I think we'll see these guys

5 getting together more.

6 So, the answer to who else pays for it is whoever else

7 is putting facilities in that trench and at least in this case

8 it was cable and power.

9 Q So in your opinion would it be normal procedure for a

10 LEe to seek out other service providers to share the costs of

11 trenching before they install the buried cable?

12 A If it hasn't been standard procedure in the past in a

13 rate of retum enVironment, and I can see where maybe it

14 wouldn't be, going forward, if they're right in what they tell

15 us about the new incentives of competition and the new

16 incentives of a price cap arrangement, then I think we have

17 every reason to expect it to become standard procedure.

18 think they're going to find •• They're some very qualified

19 people running these companies; they'll find ways to save money

20 and this one appears to be a pretty obvious one that they can

21 make use of.

22 a Do you know what percent of GTE Florida's conduits are

23 shared by other kinds of providers?

24 A No, I don't.

25 a Do you know what percent of GTE Florida's telephone
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1 poles are shared by other kinds of providers?

2 A No. And, again, we don't want to look at what's in

3 place today. We want to look at on a going-forward basis what

4 the number would be and what the sharing would be and if they

5 have got more incentive to share in the future, we're going to

6 see more of it, but certainly there is some today.

7 a Mr. Wood, would you accept, subject to check, that

8 using the .33 factors reduced the total loop costs computed by

9 the Hatfield Model for GTE Florida by almost $4 a month, $3.90

10 to be exact?

11 A Again, I haven't run that analysis, but if Staff has

12 run it, I'll accept your figures. Again, I guess I'm glad to

13 see that Staff has made use of the model to run the sensitivity

14 analysis.

15 a When a telephone company installs copper cable, is the

16 kind of cable that could be suspended on telephone poles

17 identical to the kind of cable that could be buried in the

18 ground?

19 A No, it will be a little bit different. Often the

20 suspended cable will have additional facilities that will

21 control the stretch. If you have ever looked at lines on a

22 pole in the summer, they sag quite a bit more than they do in

23 the winter. And, similarly, if you're going to bury cable

24 directly and not put it into a conduit, you're going to make

25 sure that there is a sheath that will protect from water entry.
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1 So there is going to be some difference. There's not always a

2 big cost difference. It's a much bigger driver to go to, from

3 a, say a 20-pair cable to 3600-pair cable. That makes much

4 more difference than some of these other characteristics, but

5 there will be some different ones.

6 Q Is the price of cable that could be suspended on poles

7 identical to the price of cable that could be buried in the

8 ground?

9 A No, again, it won't be identical. It will be

10 different but it won't necessarily -- That won't necessarily be

11 the factor that drives the difference.

12 Q So does the Hatfield Model assume that the materials

13 price of aerial cable differs from that of underground cable?

14 A Well, ih got a different set of assumptions. And

15 let me get on the right page. The costs that you see there are

16 not always different, but they're changeable to reflect the

17 possibility.

18 Q I believe that's C-1.

19 A It's on C-1. I was actually also looking at the

20 document that has the column that describes the sources. But,

21 at any rate, you're going to see - Where you lee, you're going

22 to see two different columns here for Hatfield inputs, so that

23 it's clear that for different types of cables that will be used

24 in different ways like that, that the model will accommodate

25 differences in costs. To the extent that a significant
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firm. And we believe that it comports to w~at a

telephone company do if it were building a network

today for the future.

Q. What real world data did you look at to

externally verify the model?

A. Well, the model contains numerous real world

input. It has, as I mentioned earlier, literally

hundreds of inputs. And these inputs are such things

as cost )f equipmene, cost of installation, expense

factors and so on.

Q. But did you ever run a test with it with any

state-specific real world data to see what the results

would be?
------------------~

Not ex~tly, but let me try to do

think Lt would be inappropriate to use

seate-specific, certain state-specific real world

data. F'')r example, as we all know, one of the

significant cost drivers in the model is fill factors.

If we were to use traditional telephone company fill

factors in our model, one would, one would get higher

prices. But I donlt think it would be appropriate to

use thoae factors in the kind of forward-looking

economi~ cost model that we have built.

Q. So you havenlt done any eesting using

Hawaii-apecific data of any of the variables in the
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1 A. Well, my guess is it's larger than Rhode

2 Island, ')ut relative to many states, it's a smaller

3 geographical area.

4 Q. But you'd agree there would not be a mountain

5 within a mile or two of the ocean in Rhode Island,

6 wouldn't you?

7 A. Well, they have some people in New Hampshire

8 who believe that they have mountains there --

9 Q. But that's not Rhode Island, is it?

10 A. But it's very close. But I agree with you.

11 Q. Now, a telephone customer may not necessarily

12 be connected and I'm talking about one in Hawaii

13 specifically may not necessarily be connected to the

14 nearest central affice as the· crow flie.. Isn't that

15 right?

16 A. Yes, and that's probably true generally.

17 Q. Okay. Because there may be topographical

18 barrierA that prevent running a loop from the

19 customer's premises to the central office. Isn't that

20 right?

21 A. That may be one reason.

22 Q. But the Hatfield Model, isn't it correct,

23 assumes :hat a customer will be connected to the

24 closest ~entral office, doesn't it?

25 A. Yes, that's an assumption made by the model.
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Q. Okay, and in that respect, the moqel does not

mirror Q real world phenomenon.

A. That.'s right. Again, it is a model.

Q. What. ratios have you assigned for GTE Hawaiian

Tel with respect to the amount of cable that's buried

undergrr.... nd versus aerial cable?

A. We use the default ratios in the model.

Q. What are the default ratios? Where did you

get the lefault ratios -- not what the actual numbers

are but ~here did you get them?

A. The engineers in the firm, Dick Chandler and

Bob Merc~r, developed default measures based on talking

to exper~s and their experience in the industry.

O. Okay.

A. And I think they also looked at ARMIS data on

either ~.l LEe or RBOC basis.

Q. SO they didn't actually look at zoning

ordinanr;"!s, for example, did they, that were say

Hawaii-L)ecific?

A. No.

Q. And you said they talked to experts. Would

that be John Donovan?

A. That's one expert, yes.

Q. Did Mr. Donovan make any studies or did ~~

just ba~; it on his experience with NYNEX?

D-4
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1 A. Studies of what?

2 Q. Studies of where aerial cable would be

3 required versus cable buried underground?

4 A. Yeah. I can't give you a precise answer. I

5 donlt know. I mean

6 Q. You're not aware of any studies.

7 A. I'm not aware of any studies.

8 Q. Is it true that the data for cost of capital

9 that's used by the model was an estimate furnished to

10 you by Ar&T?

11 A. No.

12 Q. Where did you get the data for cost of

13 capital?

14 A. The cost of capital data were contained in a

15 study that Me! submitted in a docket at the FCC.

16 Q. SO it came from MCl.

17 A. Correct.

lS Q. Do you know whether the cost estimates for

19 things l~ke manhole prices that are in the model for

20 Hawaii are in line with GTE's actual cost?

21 A. No, I donlt.

22 Q. How does the Hatfield Model arrive at its fill

23 factors:

24 A. Those fill factors are based on the

25 engineer~ng judgment of the engineera at Hatfield and
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1 are formulas. We have no set of equations ,to represent

2 what'S in those formulas; we don't have the code. It's

3 certainly true that as between this version, or this

4 release. and the earlier one, it is more

5 user-friendly. But therels a way in which it is nct

6 user-frj.~ndly, when one is trying to do verification.

7 I've bee:l doing some runs; we've engaged some people to

8 make som~ runs of the model for us; we're putting it

9 through :he sensitivity testing that Dr. Kelley said is

10 one of t~e things that has to be done.

11 Now, welve been trying to do some of the

12 verif1ca~ion, and also some of what we would refer to

13 as val~d~tion -- and I'll explain what the difference

14 is. You run int~ some a anomalies; you donlt know

15 whether ~here's a bug in the code. This model has

16 undergone a lot of changes recently -- some minor and

17 some major. It is very likely there are still bugs in

18 the code Are they important? Don't know. Do they

19 explain some of the anomalies? Don't know at this

20 point. ~ow do you check that? Well, let me give you

21 an examp:e.

22 Now. I was involved in an exercise in which we

23 increased the 3 switch input prices that are used in

24 the mod~l by 33 percent to see what would happen.

25 Okay? Switching costs went up by what appears to be an
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1 appropriat~ amount. We only increased the price of the

2 purchasr. of the switch, and that's not all the cost in

3 the wire center. Okay? But for some reason, loop

4 costs went down. Can't imagine why. Okay? Did we do

5 somethin~ wrong? We tried it a couple of different

6 ways. There is at least 2 different ways you can

7 enter in?uts. We had different people run it on

8 differen: machines with different what are called "work

9 files," so that hopefully there was no contamination.

10 Okay?

11 We }.aven It resolved that thing yet. Now, how would

12 you do it? Well, one way to do it, if you had an

13 equation set, you'd check it. If you had the code,

14 you'd check it. - Absent that, what you have to do is

15 go in and try and find in Excel where those numbers are

16 used, everywhere they are used, and see how they're

17 working and what they are interacting with. There's

18 feature ~n Excel called -- and I'm not an Excel

19 expert -- itls called an "auditing" feature. It

20 identif~as every place that the value that's in Cell

21 N30 is u:.aed. Thatls turned off in the Hatfield Model.

22 It may b~ for reasons of intellectual property

23 protection purposes -- and those may be legitimate. In

24 any case, it simply makes it much more difficult to

25 trace down things that you have questions about.

.,- .- t··
.~.
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1 So the documentation that we have at t~is point is,

2 is noe adequaee. The sensieiviey teseing and the

3 verificat.ion and the validation have really just begun.

4 Now, in ~uestions to Dr. Kelley there was some, there

5 was som. discussion about what kind of validation --

6 that is, comparing the predictions. In an economic

7 model, ~he proof is in the predictions. So how good are

8 the predictions?

9 Wel~, you need to check what the model predicts,

10 not against embedded stuff but just recent or current

11 projecta that have recently been finished - the

12 in.talla~ion of a central office switch, the wiring of

13 a new development with 2 or 300 homes which

14 approximates the-size of a census block group. Okay?

15 And I th~nk both the model builders and users have some

16 responsioilities in that regard. Itts not all the

17 responsi~ility of one party or the other.

18 There'S one prediction, in particular, that I think

19 some of ~s are going to be interested to see what the

20 outcome is -- and that relates to a prediction, that

21 relates co the Hatfield Model's discussion of the

22 appropri~te methodology or treatment for what it calls

23 these vnciable support costs.

24 What it says are incorrectly called overhead costs

25 because ~hey .eem to vary some with some mea.urea ~t
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1 the size of the firm, and so the argument i, that if

2 instead ~f an integrated end-to-end local telephone

3 company, it was broken up into 11 separate entities

4 each producing an unbundled network element, okay, that

5 these variable support factors, or these overheads or

6 these cnmmon costs would be smaller for each one of

7 these firms -- and they use the example of the

8 presiden~'s desk. Presumably, that applies to the

9 presiden='s salary and presumably it works as well for

10 the chairman's desk and the chairman's salary.

11 And we have a natural experience, experiment

12 happening. AT&T is about to trivest itself. And I

13 think s~veral month. down the road, we'll be able to

14 see whether the chairman'. salary has gone down

15 substantially and whether his desk has gotten smaller.

16 And that ends my presentation. Thank you.

17 MR. McCORMICK: Thank you, Dr. Cole.

18

19 MICHAEL DOANE,

20 being fi:st duly sworn on oath, testified as follows:

21

22 DIRECT B(AMINATION BY MR. McCORMICK:

23 MR. ~cCORMICK: Mr. Doane, you're still under oath.

24 Why do~tt you go ahead with your presentation.

25 A. Thank you. Good morning, Mr. Chairman,

D~
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1

1 SAN FRANCISCO, CALIFORNIA, SEPTEMBER 18, 1996 - 8:47 AM

2 • • * * *

3 ADMINISTRATIVE LAN JUOGE WEISSMAN: The Comm1ssion

4 will be in order.

5 This is the time and place for the first day

6 of arbitration hearings in Application 96-08-041.

7 There are several preliminary matters that we

8 need to address.

9 First ot all, there were two pending motions

10 that I have discussed with the principal parties in

11 off-the-record discussions and wanted to memorialize

12 today.

13 The first was a motion by AT'T requesting that

14 our discussion ot costa and prices related to various

15 services that would be part ot the interconnection

16 agreement be limited to discussion ot the proxies

17 oftered in the FCC orders related to interconnection

18 agreements to the extent to which proxies exist for

19 those specific costs and prices.

20 And the implication ot that ruling would be

21 that we would not directly in these hearings address

22 specific -- many of the specific cost studies offered by

23 GTE in its response to the petition tor arbitration.

24 Aa I have indicated to the parties previously,

2S I will grant that motion.

26 The FCC orders are clear in ter.ms of the tact

27 that in circumstances where the state has not already

28 adopted cost studies that are directly applicable to the

~1
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1 AFTERNOON SESSION - 1:25 P.M.

2 • • * * *

3 ALJ WEISSMAN: We'll be in order.

4 We're going to hear additional testimony in

5 Application 96-08-041.

6 Dr. Mercer who is the witness we're going to

7 hear today is currently still on in a proceeding next

8 door.

9 After we handle the one procedural matter,

10 we'll break until Dr. Mercer is ready.

11 The procedural matter concerns the atatuB of

12 I believe five separate attachments.

13 I have five separate items that were part of

14 the work papers attached to the cost studies.

15 The most recent focus of our attention is a

16 letter that Ms. Lusing wrote to Randy Goch at AT&T and

17 faxed yesterday afternoon raising the fact that now

18 that the cost studies are being examined more closely,

19 and the i.sue of what to do with the vendor proprietary

20 cost studies ccmes back to the surface.

21 What I'd like to do in terms of trying to

22 understand this problem a little better -- Judge Kotz

23 a180 wants to have a dialogue among us about what these

24 studi.s are and the status of your efforts to get a

25 national agreement with the vendors.

26 If you could pos.ibly first start by trying

27 to help ue understand a little better what these are.

28 Do they, in fact, reflect coat studies
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1 aituation one could go about doing a teat againat

2 reality?

3 WITNESS DUNCAN: The te.t againat reality may be

4 a ~ifficult one.

S My own view ia that the company's modele are

6 typically based on real data and I admit that my

7 under.tanding is -- companies don't share these, don't

8 put these out for other people to look at particularly

9 with oncoming competition.

10 I don't know the answer of how you would

11 check hi. model.

12 My claim ie that it hasn't been checked. The

13 fact that it's difficult to do so or that it can't be

14 done, doesn't mean that that makes it nece••arily an

15 acceptable model.

16 That'. why I looked at these other areas.

17 ALJ WEISSMAN: Let'. break away from the

1a discus.ion .pecifically of the Hatfield Model.

19 How would you, in a circumstances like this,

20 where you have to deal with whatever data you have

21 available, whether inside the company or outside the

22 company, develop a model and you using forward-looking

23 predictions about what coet. are going to look like in

24 thie particular industry with this particular set of

25 a••umptiona about future .ervices, how do you do a

26 reality check of a model like that?

27 WITNESS DUNCAN: What I would do, I would

28 probably do some sampling. I would probably do a



867

1 study, maybe a third party study -- I'm not saying this

2 is feaaible. I'm saying how would I go about doing it.

3 I would get into what the firm is currently

4 doing, look at what the firm is currently paying.

S I do not believe that the firms are

6 inefficient in the .ense in which they have been

7 characterized.

8 I actually think that the efficiencies are

9 not engineering efficiency. Any efficiencies are

10 pricing inefficiencies and that these will be rapidly

11 fixed by the market. The inefficiencies aren't

12 engineering inefficiencies.

13 As a consequence, you look at what is

14 actually happening now on a going forward baei•.

15 My way of doing it, would be to estimate in

16 an econometric cost function based on input prices,

17 outputs, growth rates, blocking probabilities, grades

18 of ••rvice, whatever it is that needs to be in there

19 e.timating an econometric model. And then go and aek

20 the question, "How will the input prices change.

21 How will those price blocking probabilities, grad•• of

22 service, fill factors -- How will those things change

23 cost of capital when there i8 competition?"

24 I don't believe the structure of a well

25 defined cost function is going to change.

26 It you estimated the cost function that

27 represents the technology, then it's a matter of

28 changing the inputs to match the inputs that you will

E4
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1 see in the competitive market.

2 To make it dynamic, it's a matter of doing a

3 little more pre.ent discounted value calculations,

4 taking into account the lives of equipment and into

5 account forecast. of demand.

6 I would hope -- I don't know this -- I would

1 hope there is sufficient data around for people to do

8 that. To go back a few year. perhaps, build the model

9 based on a few year. of data and forecast forward.

10 That would be the ideal.

11 It's at least conceptually po••ible.

12 WITNESS MERCER: I'm not .ure how much di.course

13 is .upposed to be. Can I just ke.p speaking to th••e

14 thi.nqe?

15 ALJ WEISSMAN: I'll try to play traffic cop here.

16 You're on.

11 WITNESS MERCER: We just got a lot put on the

18 table. I thought you want.d me to go one area at a

19 time. You aeked about reality,

20 ALJ WEISSMAN: Right.

21 WITNESS MERCER: You cannot u•• a. a criteria

22 reality of what the future competitive situation will

23 look like becau•• , if you look at GTE'. network, it

24 would not reflect a competiti.ve eituation. It'. not

25 competitive.

26 I want to get to this point about

27 competi.tion, growth and 80 on later.

28 I want to .tick right now to reality. And I
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1 have another sugge.tion. The model will stand the

2 scrutiny of this, of how you check for reality today.

3 The way you check reality, you can look

4 and you can look at and these cell -- the.e 5,000

S formulas or read the documentation.

6 You can ••e what kind of traffic engineering

7 we assumed. You can see how we plan capacity. You can

8 ask yourself, "Is that the way the exchange carrier

9 would do it?-

10 Now, it'. not true there has been no

11 comparison in real world studi.s.

12 There was .arlier this year in a proceeding

13 on the universal service. There were specific areas

14 studied.

15 In those specific areas .tudied, the model

16 did some ups and some down•.

11 Here's the problem it disclosed about

18 reality. One point, Pacific Bell took a city which was

19 Angels Camp -- as I understand is a 300 household town

20 up in the hills -- and we looked at a specific feeder

21 route. The Hatfield Model looked at compared to what

22 we had done.

23 When we did that, we found the Hatfield Model

24 grossly under.stimated the f ••der plan. We went to

2S look and .ee what happened.

26 Here i. what happened. We're talking about

27 .erving • fraction of a 300 household town. In our

28 model -- ••suming fiber deployment to digital loop

E~


